ST 98-0418-G L 12/16/1998 COVWUTER SOFTWARE

If transactions for the licensing of computer software neet all of the
criteria provided in Section 130.1935(a)(1), neither the transfer of
the software or the subsequent software updates will be subject to
Retail ers' QOccupation Tax. (This is a GL.)

Decenmber 16, 1998

Dear M. XXXXX:

This letter is in response to your letter dated Novenber 4, 1998. The
nature of your letter and the information you have provided require that we
respond with a Ceneral Information Letter which is designed to provide genera
information, is not a statenment of Departnent policy and is not binding on the
Departnent. See 86 IIl. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

I have sonme potential sales tax issues that may be arising in your

state in the near future. | would appreciate it if you would review
the follow ng questions and respond regarding the sales tax liability
consequences.

The exanpl es have to do with the golf industry:

1) Are green fees paid by golfers subject to sales tax?
2) Are golf cart rentals paid by golfers subject to sales tax?
3) If a manufacturing or software devel opnent conpany sold a scoring

system consi sting of conputerized hardware and software to a golf
course, would this sale be subject to sales tax? If it were only
software, would this sale be subject to sales tax?

4) If the use of the scoring system was charged to the golfer
separately, would this charge be subject to sales tax? Wat if
the charge for the use of the scoring systemwas included in the
green fees?

5) How, if at all, would the answers to question 4 change if the
manuf acturing or software developnent conmpany was located in
another state and their custoner (golf course) was located in
your state?

6) If this conputerized scoring system (hardware and software) were
| eased to the golf course, would these fees be subject to sales
tax?



7) As in question #4, would the golfer be subject to sales tax on
this fee, also? Wuld it mtter if the golfer was charged
separately for this?

I would appreciate your response as soon as you can. You can mail a
response to ne at the foll ow ng address:

NAME/ ADDRESS

O, you can fax me your response at ####. Thank you for your pronpt
attention to this matter

CGenerally, nmenbership fees and green fees where no tangible persona
property is transferred are intangible and therefore not subject to Retailers'
Cccupati on Tax.

In regards to rental fees charged by clubs or golf courses for tenporary use

of the golf carts by patrons, please note that the State of Illinois taxes |eases
differently for Retailers' Cccupation Tax and Use Tax purposes than the majority
of other states. For Illinois sales tax purposes, there are tw types of |easing

situations: true |eases and conditional sales.

A true lease generally has no buy out provision at the close of the |ease.
If a buy out provision does exist, it nust be a fair market value buy out option

in order to maintain the character of the true |[ease. Lessors of tangible
personal property under true leases in Illinois, are deenmed end users of the
property to be leased. See the enclosed copy of 86 Ill. Adm Code 130.220. As
end users of tangible personal property located in Illinois, |essors owe Use Tax
on their cost price of such property. No tax is inposed on rental receipts by
the State of Illinois. Consequently, |essees incur no tax liability.

The above guidelines are applicable to all true |eases of tangible persona
property in Illinois except for autonobiles |eased under terns of one year or
| ess, which are subject to the Autonpbile Renting Cccupation and Use Tax found at
35 I LCS 155/1 et seq.

As stated above, in the case of a true lease, the lessors of the property

being used in Illinois would be the parties with Use Tax obligations. The
| essors would either pay their suppliers, if their suppliers are registered to
collect Use Tax, or would self-assess and remt the tax to the Departnent. | f

the lessors already paid taxes in another state with respect to the acquisition
of the tangible personal property, they would be exenpt from Use Tax to the
extent of the anmpbunt of such tax properly due and paid in such other state. See
86 Ill. Adm Code 150.310(a)(3) encl osed.

Under Illinois law, lessors may not "pass through” their tax obligation on
to the |lessees as taxes. However, lessors and |essees nmay nmake private
contractual arrangenments for a reinbursement of the tax to be paid by the
| essees. If lessors and | essees have nade private agreenents where | essees agree
to reinburse lessors for the anpbunt of the tax paid, then |l essees are obligated
to fulfill the ternms of the private contractual agreenents.

A conditional sale is wusually characterized by a nomnal or one dollar
purchase option at the close of the lease term Stated otherwise, if |lessors are



guaranteed at the tine of the lease that the | eased property will be sold, this
transaction is considered to be a conditional sale at the outset of the
transaction, thus making all receipts subject to Retailers' Cccupation Tax.

Computer hardware is considered tangible personal property in Illinois and
therefore the sale of such hardware is subject to Retailers' COccupation Tax.

CGenerally, sales of "canned" conputer software are taxable retail sales in
IIlinois. See the enclosed copy of 86 Ill. Adm Code 130.1935. However, if the
computer software consists of custom conputer prograns, then the sales of such
software may not be taxable retail sales. See Section 130.1935(c).

Custom conputer prograns or software are prepared to the special order of
the custoner. The selection of pre-witten or canned prograns assenbled by
vendors into software packages does not constitute custom software unless rea
and substantial changes are nmade to the progranms or «creation of program
interfacing logic. See Section 130.1935(c)(3).

If transactions for the licensing of conputer software neet all of the
criteria provided in Section 130.1935(a)(1), neither the transfer of the software
or the subsequent software updates will be subject to Retailers' Cccupation Tax.

A license of software is not a taxable retail sale if:

A) it is evidenced by a witten agreenment signed by the licensor and the
cust omer;

B) it restricts the custonmer's duplication and use of the software;

(@) it prohibits the custonmer fromlicensing, sublicensing or transferring

the software to a third party (except to a related party);

D) the vendor wll provide another copy at mnimal or no charge if the
custoner | oses or danmages the software; and

E) the custoner nust destroy or return all copies of the software to the
vendor at the end of the license period.

As stated above, |icenses of conputer software are not taxable if they neet
all of the criteria listed in Section 130.1935(a)(1). However, item (D) of that
part requires the license to contain a provision requiring the vendor to provide
another copy at mnimal or no charge if the custoner |oses or damages the
software. The Departnent has deenmed software |icense agreenents to have net this
criteria if the agreements do not contain a provision about the |oss or damage of
the software, but the vendors' records reflect that they have a policy of
providing copies of software at mnimal or no cost if the customers |ose or
destroy the software.

Iltem (E) of this part also requires a license to require a custoner to
destroy or return all copies of the software to the vendor at the end of the
i cense period. The Departnent has al so deened perpetual |icense agreenents to
qualify for this criteria even though no provision is included in the agreenents
that requires the return or the destruction of the software.

In general, maintenance agreenments that cover conputer software and hardware
are treated the sane as nmaintenance agreenments for other types of tangible



personal property. Please refer to 86 Ill. Adm Code Sec. 130.1935(b), enclosed.
The taxability of maintenance agreenents depends wupon if charges for the
agreenents are included in the selling price of the tangible personal property.
If the charges for the agreenents are included in the selling price of the
tangi bl e personal property, those charges are part of the gross receipts of the
retail transaction and are subject to tax. No tax is incurred on the maintenance
services or parts when the repair or servicing is perforned.

If maintenance agreenents are sold separately from tangible persona

property, sales of the agreements are not taxable transactions. However, when
mai nt enance services or parts are provided under the maintenance agreenents, the
service or repair companies will be acting as service providers under provisions

of the Service COccupation Tax Act that provide that when service providers enter
into agreenents to provide nmaintenance services for particular pieces of
equi pnment for stated periods of tine at predeterm ned fees, the service providers
i ncur Use Tax based on their cost price of tangible personal property transferred
to custoners incident to the conpletion of the nmintenance service. See the
encl osed copy of 86 Ill. Adm Code 140.301(b)(3).

Charges for updates of canned software are fully taxable pursuant to Section
130. 1935. If the updates qualify as custom software under Section 130.1935(c),
they may not be taxable. But, if rmaintenance agreenents provide for updates of
canned software, and the charges for those updates are not separately stated and
taxed, then the whol e agreenments woul d be taxable as sal es of canned software.

Assumi ng that the services provided, such as installation, phone support,
training, and semnars, do not require the transfer of tangible personal property
to the recipients of those services, charges for such services are exenpt if they
are separately stated from the selling price of canned software. See Section
130. 1935(b). If conputer software training or other support services are
provided in conjunction with a sale of custom conputer software or a license of
computer software, the charges for that training are not subject to tax.
Conti ngency plans or agreenments to provide back up conmputer systens in the event
of a disaster are not sales of tangible personal property and are not subject to
t ax.

The followi ng discussion is helpful in determning sellers' tax liability in

I'11inois. An "Illinois Retailer” is one who either accepts purchase orders in
the State of Illinois or maintains an inventory in Illinois and fills Illinois
orders fromthat inventory. The Illinois Retailer is then liable for Retailers

Cccupation Tax on gross receipts from sales and nust collect the correspondi ng
Use Tax incurred by the purchasers.

Anot her type of retailer is the retailer maintaining a place of business in

I'11inois. The definition of a "retailer maintaining a place of business in
Il1linois" is described in 86 IIl. Adm Code 150.201(i), enclosed. This type of
retailer is required to register with the State as an Illinois Use Tax coll ector

See 86 IIl. Adm Code 150.801, enclosed. The retailer nust collect and remt Use
Tax to the State on behalf of the retailer's Illinois customers even though the

retailer does not incur any Retailers' COccupation Tax liability.

The United States Supreme Court in Qill Corp. v. North Dakota, 112 S. C
1904 (1992), set forth the current guidelines for determning what nexus
requirements nust be met before a person is properly subject to a state's tax
aws. The Suprene Court has set out a 2-prong test for nexus. The first prong
is whether the Due Process Cause is satisfied. Due process will be satisfied if




the person or entity purposely avails itself or hinself of the benefits of an
econom ¢ narket in a forumstate. Quill at 1910.

The second prong of the Supreme Court's nexus test requires that, if due
process requirenents have been satisfied, the person or entity must have physical
presence in the forum state to satisfy the Cormerce O ause. A physical presence
is not limted to an office or other physical building. Under Illinois law, it
al so includes the presence of any agent or representative of the seller.

The final type of retailer is the out-of-State retailer that does not have

sufficient nexus with Illinois to be required to submt to Illinois tax laws. A
retailer in this situation does not incur Retailers' Occupation Tax on sales into
Illinois and is not required to collect Use Tax on behalf of its Illinois
cust oners. However, the retailer's Illinois custonmers will still incur Use Tax

on the purchase of the out-of-State goods and have a duty to self-assess their
Use Tax liability and remt the anount directly to the State. The Use Tax rate
is 6.25%

I hope this information is helpful. The Department of Revenue maintains a
Wb site which can be accessed at ww. revenue.state.il.us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Mel anie A. Jarvis
Associ at e Counsel

MAJ: msk
Enc.



